In the face of falling house prices, decreasing rates of homeownership, and a glut of vacant homes, the Consumer Price Index's measure of the cost of owner-occupied housing-owners' equivalent rent of residence (OER)-has begun to accelerate, rising at an annualized rate of 2.3 percent over the past six months. Given a backdrop of generally subdued underlying infl ation elsewhere in the index, a persistent increase in the relative price of OER-the largest component of the consumer market basket by far-may create upward pressure on measured infl ation.
The Consumer Price Index (CPI) measures the average price change of a fi xed basket of goods and services purchased by urban consumers. Unfortunately, not all items in the consumer market basket are easy to price, and housing is particularly tricky.
First, housing is a durable good, and unlike nondurables (like that cup of coffee that may be sitting on your desk right now), it is consumed over multiple periods. For durables, it's not the good itself that is being consumed, but the service that the good provides over those multiple time periods. The house price at the time of purchase is not an accurate measure of that service. Another issue is that housing is also an investment good, and since the CPI is a measure of the cost of consuming a fi xed market basket, investment purchases shouldn't appear in the index.
In order to disentangle consumption from investment and account for the cost of shelter over time, the Bureau of Labor Statistics (BLS) employs a special pricing approach just for owner-occupied housing. Essentially, the BLS attempts to measure the cost of consuming owner-occupied housing by comparing it to what it would cost to rent the same housing. The BLS calls this approach "owners' equivalent rent of primary residence" (OER). OER is defi ned as "the change in the amount a homeowner would pay to rent" his or her home in a competitive market, and it is calculated by surveying nearby rental units.
OER accounts for roughly 25 percent of the overall CPI. The weight of this sizable component swells to nearly one-third in what is perhaps the most commonly cited underlying infl ation statistic-the "core" CPI or the CPI excluding food and energy. Given its enormous weight, OER can have a substantial effect on the direction of the core CPI. In fact, OER and the core CPI are highly correlated, with a correlation coeffi cient of 0.84 since 1983 (see fi gure 1).
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In other words, where OER goes, so does the core CPI. This means that movements in OER will tend to be exhibited in the core CPI, irrespective of whether the movement in OER refl ects a change in the underlying infl ation trend.
Changes in OER could also affect other underlying infl ation measures like the median CPI and the 16 percent trimmed-mean CPI.
2 These measures eliminate the most volatile price movements in the consumer market basket on a monthly basis, treating those movements as noise that obscures the infl ation signal. However, a problem can arise in these measures when a component that is less likely to exhibit extreme price changes has an unusually high weight. OER happens to be roughly four times as large as the next largest component, and it is usually not volatile enough to end up in the tails of the price-change distribution. As a result, OER is often the median component. Because of these factors, a relative price shock to OER could lead to a false signal of infl ationary pressure in these price statistics.
In recognition of this issue, the Federal Reserve Bank of Cleveland-which produces the median CPI and 16 percent trimmed-mean CPI-took steps to limit the infl uence of OER by breaking it up into its regional components. That approach led to a substantial improvement in the forecast accuracy of the two statistics. Still, an OER component has been the median component about half the time since 1998. (For further explanation, see "Methodological Adjustments to the Median and 16 Percent Trimmed-Mean CPI Estimators" at http://www.clevelandfed.org/research/data/ us-infl ation/revmcpi.cfm).
OER and the Housing Market
Even though OER is the BLS's measure of owneroccupied shelter costs, it doesn't, by construction, refl ect changes in house prices. It's probably no surprise that even over long periods of time, OER and house prices can diverge markedly. Trends in housing and rental markets can push OER in ways that can have a noticeable effect on measured infl ation statistics.
In the past decade, we have seen some sizeable differences (fi gure 2). From 2002 to 2006, as the housing bubble was building, house prices (as measured by the Core Logic house price index) rose at an annualized rate of 11 percent, while OER increased at 2.8 percent per year over that time period.
Over the last fi ve years or so, house prices have fallen roughly 30 percent and are still trending down (-4.0 percent over the past four quarters). Meanwhile, OER has increased 8 percent over the past fi ve years and has started to accelerate in recent months. Moreover, conditions in the housing market are likely to lead to a continued acceleration in OER over the next few years.
In the wake of the housing bubble bursting and the subsequent fi nancial crisis, millions of American households have transitioned from owning a home to renting. This transition is refl ected in a dramatic decrease in homeownership rates. over 40 percent of unemployed workers have been out of work for longer than 27 weeks. These dour labor market conditions imply that some households have suffered a shock to their income and thus their ability to carry a mortgage.
Moreover, there is also evidence that credit market conditions may also be hampering households' ability to get financing.Data from the Federal Reserve Board's Senior Loan Offi cer Opinion Survey on Bank Lending Practices points to a rapid tightening in lending standards for mortgage loans during the last recession. While that tightening has abated, it has yet to be undone. Research from the Board's staff also shows that individuals with less than perfect credit scores or those who are fi rst-time home buyers are having diffi culty obtaining fi nancing even on mortgages that the lender could sell to Fannie and Freddie. These factors have led to a glut of unused housing units. According to the Census Bureau, the number of vacant housing units has jumped 12 percent in the last fi ve years (fi gure 3). There has also been a dramatic upswing in the number of vacant homes held off the market (up 22 percent over the past fi ve years). Roughly half of these units are being held off the market for "other reasons"-a catch-all category that the Census Bureau has noted likely refl ects a number of properties that are in the foreclosure process. 4 In addition, there is a growing fraction that is "for sale only," meaning that these idle properties aren't able to be used by those households for whom owning a home is no longer an option.
The transition away from homeownership has led to a dramatic infl ux of new renters. All this new demand is starting to put pressure on rental vacancy rates, driving them down sharply in recent quarters. The increasing scarcity of rental units is in turn putting upward pressure on rents.
Because the BLS uses rents to calculate OER, frictions that affect a person's ability to purchase a home-such as credit market frictions-don't offset increases in rent, even though they show up as an artifi cial increase in rental demand. Also, using rents to calculate OER doesn't account for a glut of vacant homes, which would (all else held constant) lead to a decrease in house prices and thus the cost of carrying a mortgage.
This disruption in the housing market may lead to questions about OER, specifi cally whether it appropriately picks up changes in the shelter cost for owner-occupied housing. Certainly, an increase in OER given the oversupply of vacant homes and credit frictions that are preventing renters from becoming homeowners could be used as evidence. And, given that OER is measured by nearby rents, transitioning would-be renters back into homeownership may alleviate some of the upward price pressure. Yet it isn't clear whether those vacancies are habitable or whether those would-be renters ought to (or want to) purchase a home. Regardless, the potential remains for a change in the relative price of owner-occupied shelter costs to give a false signal of infl ationary pressure, given the behavior of the rental market (fi gure 4). Moving forward, it is likely that rental vacancy rates will come under further pressure. Household formation, which dipped to a postwar low of just 357,000 new households in 2010, has started to rebound. Persistent impediments in the housing market are likely to make renting the more attractive (and perhaps only) option.
A Forecast of OER and Its Effect on the Core CPI
Given that pressure on rental vacancies puts pressure on rents and OER, it is likely that recent changes in OER will have an impact on measured infl ation rates. The question is, how much of an impact?
To provide an illustration of how important OER is to the read we get on underlying infl ation from various statistics, I employed a relatively simple model to forecast OER from 2011:Q4 to 2014:Q4. 5 This model attempts to capture plausible rental market dynamics and provides a reasonable forecast of OER, using the past behavior of rental vacancy rates, multifamily housing starts, and OER.
The model forecasts that the rental vacancy rate will fall to 8.6 percent by the end of 2014-roughly in line with its level in mid-2002, before the housing bubble erupted (fi gure 5).
Concurrently, OER rises swiftly to 3.5 percent by the fourth quarter of 2014, which is modestly higher than its long-run (20-year) average growth rate of 2.7 percent, but well below the four-quarter growth rate of 4.5 percent that it reached in the fi rst quarter of 2002 (fi gure 6). While this acceleration in OER isn't much relative to historical patterns, given the relatively subdued rate of infl ation seen elsewhere in the consumer market basket, an acceleration in OER of this magnitude could put a substantial amount of pressure on core CPI infl ation.
For example, suppose the core CPI excluding OER continues on at a pace of roughly 1.5 percent for the next couple of years. Meanwhile, assume OER follows the above forecast, rising to 3.5 percent by the end of 2014. The oft-cited core CPI (with OER) would refl ect an underlying infl ation rate of 2.2 percent, roughly ¾ percentage points above the underlying infl ation rate found elsewhere in the consumer market basket (table 1).
It's important to note that this is just a demonstration of a plausible forecast. If prices elsewhere in the market basketin this case the core CPI excluding OER-followed the same trajectory as OER, then the upward pressure from a jump in OER would disappear. Yet an increase in OER of the magnitude forecasted by this model could make judging the pace of underlying infl ation more diffi cult for policymakers, households, and businesses alike. 
